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This Practice Alert is intended to provide auditors with information that may help them
improve the efficiency and effectiveness of their audits and is based on existing audit litera
ture, the professional experience of the members of the AICPA SEC Practice Section
Professional Issues Task Force (PITF) and information provided by AICPA SEC Practice
Section member firms to their own professional staff. This information represents the views
of the members of the PITF and is not an official position of the AICPA. Official positions are
determined through certain specific committee procedures, due process and deliberation. The
information provided herein should be used by practitioners with the understanding that it be
read in conjunction with the professional literature and only as a means of assisting them in
meeting their professional responsibilities.
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Revenue Recognition Issues
Introduction

P u b lic

A ccountants

A substantial portion of litigation against
accounting firms reported to the AICPA SEC
Practice Section Quality Control Inquiry
Committee and a number of SEC Accounting
and Auditing Enforcement Releases continue
to involve revenue recognition issues. Many
of these issues result from what appears to be
improper accounting treatment of sales
recorded in the ordinary course of a client’s
business. Such improper accounting treat
ment ranges from stretching the accounting
rules to falsifying sales in an effort to man
age earnings. Therefore, auditors need to pay
attention to warning signals that may indicate
increased audit risk with respect to revenue
recognition and respond with appropriate
professional skepticism and additional audit
procedures.
This Practice Alert is intended to remind
auditors of certain factors or conditions that
can be indicative of increased audit risk of
improper, aggressive or unusual revenue
recognition practices, and the Practice Alert
suggests ways in which auditors may reduce

the risk of failing to detect such practices. This
Practice Alert also refers to professional guid
ance which address the accounting considera
tions for revenue recognition, and it reminds
auditors of their responsibilities to communi
cate with the board of directors and audit
committees.
Improper, Aggressive or Unusual
Revenue Recognition Practices

Auditors need to consider the possibility that
client personnel at various levels may partici
pate in schemes that result in the overstate
ment of revenue. In some cases, customers
and suppliers may be involved in such
schemes as well. Client officials may be aware
they are overstating revenue or may simply
believe they are reflecting economic substance
from their perspective. Revenue recognition
principles are sometimes difficult to apply and
often vary by industry. A high level of care is
always required in this area, but if the auditor
becomes aware of certain factors or condi
tions, as outlined below, special consideration
may be required:
continued on page J2
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Control environment:
• Aggressive accounting policies or practices (“pushing the
edge” on accounting policies and/or procedures).
• Pressure from senior management to increase revenues and
earnings.
• Lack of involvement by the accounting/finance department in
sales transactions or in the monitoring of arrangements with dis
tributors.

Issues requiring special consideration:
• A change in the company’s revenue recognition policy.
• Sales terms do not comply with the company’s normal policies.
• Existence of longer than expected payment terms or installment
receivables.
• Significant sales or volume of sales that are recorded at or near
the end of the reporting period.
• Unusual volume of sales to distributors/ resellers (i.e., “channel
stuffing”).
• Sales are billed to customers prior to the delivery of goods and
held by the seller (“bill and hold” or “ship-in-place” sales).
• The use of non-standard contracts or contract clauses.
• The use of letters of authorization in lieu of signed contracts or
agreements.
• Transactions with related parties.
• Barter transactions.
• The existence of “side-agreements.”

Potential accounting errors:
• Sales in which evidence indicates the customer’s obligation to
pay for the merchandise depends on:
— receipt of financing from another (third) party;
— resale to another (third) party (i.e., sale to distributor, con
signment sale); or
— fulfillment by the seller of material unsatisfied conditions.
• Sales of merchandise that are shipped in advance of the sched
uled shipment date without evidence of the customer’s agree
ment or consent.
• Pre-invoicing of goods that are in the process of being assem
bled or invoicing prior to, or in the absence of, actual shipments.
• Shipments are made after the end of the period (i.e., books kept
open to record revenue for products shipped after the period end).
• Sales are not based on actual (firm) orders to buy.
• Shipments are made on cancelled or duplicate orders.
• Shipments are made to a warehouse or other intermediary loca
tion without the instruction of the customer.
• Shipments that are sent to and held by freight forwarders pend
ing return to the company for required customer modifications.
• Altered dates on contracts or shipping documents.

AICPA

Planning Considerations

To reduce the risk of improper revenue recognition, the audit needs
to be planned and executed with an appropriate degree of profes
sional skepticism. In planing the audit, the auditor should obtain a
sufficient understanding of the client’s industry and business, its
products, its marketing and sales policies and strategies, its internal
control structure, and its accounting policies and procedures related
to revenue recognition.
This understanding should include the procedures for receiving
and accepting orders, shipping goods, relieving inventory, and
billing and recording sales transactions. A sufficient understanding
of a client’s policies with respect to acceptable terms of sale and an
evaluation of when revenue recognition is appropriate given those
terms is essential. It is also essential that the auditor have an under
standing of the computer applications and key documents (e.g., pur
chase orders, shipping reports, bills of lading, invoices, credit
memos, etc.) used during the processing of revenue transactions.
An understanding of the revenue cycle is particularly important
when the company has new product or service introductions or
begins new sales arrangements. New products may not work as
envisioned nor receive customer acceptance as expected. Sales
terms might differ from the company’s customary terms and both
the client’s employees and the auditor may need to obtain an under
standing of new procedures
An understanding of the revenue cycle is also important when
reviewing sales to distributors. In considering the appropriateness of
revenue recognition on such sales, auditors should consider inquir
ing as to whether the client has offered to assist the distributor in
placing the product with end users. The auditor also should consider
inquiring as to whether concessions have been made with the dis
tributor in the form of return product rights or other arrangements.
In considering the appropriateness of recognizing revenue on sales
to distributors, the auditor should bear in mind that a sale is not final
until the customer accepts the product and the risks and rewards of
ownership have been transferred to the buyer.
The auditor’s knowledge base of the revenue recognition cycle
provides a perspective or mindset for determining the nature, tim
ing, and extent of audit procedures to be applied. For example, a
company operating in a declining industry or one characterized by
frequent business failures ordinarily will present different audit con
siderations and may require different or more extensive audit proce
dures than a company operating in a healthy industry. Similarly, the
risk of management misrepresentation may be greater when man
agement’s compensation is based to a significant degree on reported
earnings or when management places undue emphasis on meeting
analysts’ earnings projections. Even when additional revenues do
not contribute much to earnings (e.g., immature companies operat
ing at a loss), recognize that many of these companies are valued
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based on increased revenues. Risk also may be heightened when
there are frequent disputes or disagreements with management
concerning the aggressive application of accounting principles.
Statement on Auditing Standards No. 82, Consideration of Fraud
in a Financial Statement Audit, provides factors to consider when
assessing the risk of material misstatements or management mis
representations.
A proper understanding of a client’s business, its accounting
policies and procedures, and the nature of its transactions with cus
tomers is also useful in assessing the extent of experience or super
vision required of the personnel assigned to audit revenue transac
tions. Certain unusual or complex sales contracts may signal the
need for more experienced engagement personnel.
The performance of well-planned analytical procedures during
the audit planning process and in executing the audit itself (such as,
a comparison of sales and customer receivable cash collections to
corresponding periods of the prior year and to budgeted amounts; a
review of monthly and/or quarterly sales volume analyses; a review
of sales credits and returns subsequent to year-end; and comparisons
of agings of accounts receivable portfolios in the current and prior
periods) may assist the auditor in identifying situations that warrant
additional consideration. A company constantly increasing sales that
“always meets or exceeds” budgeted sales targets and that result in
the “build-up” of accounts receivable may warrant extra attention.
When a substantial portion of the company’s sales occur at the end
of the accounting period, extra caution in auditing revenue transac
tions is appropriate. Also, individually significant revenue transac
tions, which could be designed to ease short-term profit concerns,
may merit specific attention. Caution should also be exercised when
“bill and hold” sales exist. Auditors need to examine such transac
tions and obtain an understanding of the transaction’s business pur
pose to evaluate whether revenue recognition is appropriate.
Confirmations and Management Representations

Unusual or complex revenue transactions may increase audit risk.
Consequently, the auditor should consider the need to perform addi
tional audit procedures to assess the propriety of revenue recogni
tion of such transactions. Discussion with representatives of the
client’s sales, marketing, customer service and returns departments
may often be appropriate. Other examples of additional audit proce
dures to consider may include confirmation of sales terms, review
of sales contracts, or the use of a specialist to interpret contractual
agreements.
Standard confirmation requests (which typically confirm only
the outstanding balance) may not always provide sufficient audit
evidence to determine whether revenue transactions have been
recorded appropriately. A recent SEC Accounting and Auditing
Enforcement Release (No. 924) stated that “generally accepted
auditing standards advises that material year-end transactions be
tested by confirming information about the transactions underlying
the accounts receivable balance.” Confirmations can be designed
to help the auditor solicit information from customers about pay
ment terms, right-of-retum privileges, continuing obligations on
the part of the client, or other significant risks retained by the

client. In determining the information to confirm, an understand
ing of the client’s arrangements and transactions with customers is
essential. If the auditor is aware of unusual arrangements or trans
actions (e.g., “bill and hold” or significant or unusual software
licenses), confirmations can be used to corroborate the terms of
the agreements and inquire about the existence of any oral modifi
cations or undocumented “side-agreements” (e.g., unusual pay
ment terms, liberal rights of return). When the arrangements are
complex or unusual, auditors are well advised to consider the busi
ness purpose of the transactions from the perspectives of both the
seller and the buyer, and evaluate responses to inquiries with
appropriate professional skepticism. Also, because of the
increased risk presented by individually significant revenue trans
actions, the auditor should consider confirming the terms of those
individual sales.
Statement on Auditing Standards No. 85, Management
Representations, requires the auditor to obtain written representa
tions from management relating to the following: financial state
ments; completeness of information; recognition, measurement and
disclosure; and subsequent events. Although representations from
management are not a substitute for application of audit procedures
designed to afford a reasonable basis for an opinion on the financial
statements, the auditor may consider it useful to obtain written rep
resentations concerning specific revenue recognition issues, such as
the terms and conditions of unusual or complex sales agreements.
Such representations may include confirmation that there are no
contingencies that affect the obligation of customers to pay for mer
chandise purchased, and may also include confirmation regarding
the existence of side agreements. This is particularly important
when it is common industry practice to provide customers with cer
tain rights of return or other privileges (e.g., in high-technology
enterprises). In addition to obtaining representations from manage
ment, auditors should consider making inquiries of others familiar
with the transactions (e.g., sales personnel), aside from the account
ing and finance personnel, and consider whether there is a need to
also obtain written representations from those individuals.
Accounting Considerations

Revenue is defined in FASB Concept Statement No. 5, Recognition
and Measurement in Financial Statements of Business Enterprises,
paragraph 83, as follows:
“Revenues and gains of an enterprise during a period are gen
erally measured by the exchange values of the assets (goods or ser
vices) or liabilities involved, and recognition involves consideration
of two factors, (a) being realized or realizable and (b) being earned,
sometimes one and sometimes the other being the more important
consideration.”
Additional guidance with respect to revenue recognition is
found in the following pronouncements:
• Accounting Research Bulletin No. 45, Long-Term ConstructionType Contracts;
• Statement of Financial Accounting Standards No. 48, Revenue
Recognition When Right of Return Exists;
• AICPA Statement of Position (SOP) No. 81-1, Accounting for
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Performance of Construction-Type and Certain ProductionType Contracts;
• AICPA SOP No. 97-2, Software Revenue Recognition;
• SEC Accounting and Auditing Enforcement Release No. 108
(states that recognition of revenue on “bill and hold” transac
tions, prior to shipment or exchange with the customer, is a
departure from the “general rule of revenue recognition,” and is
appropriate only if certain conditions described in Release No.
108 are met); and
• Various other Emerging Issues Task Force abstracts which pro
vide guidance on specific revenue recognition issues.
Communications with Board of Directors/Audit Committees

Shareholders rely on the board of directors and its audit committee to
monitor company performance and make decisions that serve the
best interests of the company and its shareholders. Statement on
Auditing Standards No. 61, Communication with Audit Committees
(SAS No. 61), requires the auditor to ensure that the audit committee
(defined as those parties who have oversight of the financial reporting
process) receives additional information regarding the scope and
results of the audit that may assist the audit committee in overseeing
the financial reporting and disclosure process for which management
is responsible. SAS No. 61 states that certain matters are required to
be communicated, as follows: significant accounting policies, man
agement judgments and accounting estimates, significant audit
adjustments, other information in documents containing audited
financial statements, disagreements with management, consultation
with other accountants, major issues discussed with management
prior to retention and difficulties encountered in performing the audit.
The communication by the auditor to the board of directors/
audit committee should include a discussion related to revenue
recognition practices of the company, including matters such as a
change in the company’s revenue recognition policy, a lack of
involvement by the accounting/finance department in sales transac
tions or in the monitoring of arrangements with distributors, signifi
cant sales or volume of sales that are recorded at or near the end of
the reporting period, sales terms that do not comply with the com
pany’s normal policies, etc. The SEC Practice Section has devel
oped best practices guidance on communications with board of
directors/audit committees, which includes recommendations
regarding the following:
• The establishment of firm policies and procedures for communi
cations with board of directors/audit committees.
• The establishment of a relationship with board of directors/audit
committees which fosters candid and open discussions.
• The nature of communication by the auditor regarding the quali
tative assessment of the company’s accounting principles and
the clarity of the company’s financial statement disclosures.
• The timing of when such communications should occur.

AICPA

The SEC Practice Section best practices guidance can be
obtained from the AICPA Web site www.aicpa.org/members/
div/secps/lit/best/index.htm.
Conclusion

No audit can be designed to provide absolute assurance that all rev
enue recorded by the client is appropriate or that fraudulent finan
cial reporting is discovered. However, an awareness of conditions
that increase audit risk, along with an appropriate skeptical response
to issues identified during the planing process and during the perfor
mance of significant field work, can help auditors increase the like
lihood that either inadvertent or intentional material misstatements
of revenue will be detected.

Past Practice Alerts
The PITF accumulates and considers practice
issues, which appear to present accounting and
auditing concerns for practitioners. Previously is
sued Practice Alerts can obtained from the AICPA
Web site www.aicpa.org/members/div/secps/lit/
practice.htm, and are as follows:

94-1:
94-2:
94-3:
95-1:
95-2:
95-3:
96-1:
97-1:
97-2:
97-3:
98-1:
98-2:

Dealing with Audit Differences
Auditing Inventories - Physical Observations
Acceptance and Continuance of Audit Clients
Revenue Recognition Issues *
Complex Derivatives
Auditing Related Parties and Related-Party
Transactions
The Private Securities Litigation Reform Act
of 1995
Financial Statements on the Internet
Audits of Employee Benefit Plans
Changes in Auditors and Related Topics
The Auditor’s Use of Analytical Procedures
Professional Skepticism and Related Topics

* Practice Alert 98-3 supercedes Practice Alert 95-1.
The PITF welcomes ideas from practitioners.
Any such ideas should be forwarded to the staff at the
AICPA SEC Practice Section.

Comments or questions on this alert should be directed to the AICPA SEC Practice Section at 201/938-3025.

